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The risk of sovereign default is not a new phenomenon. In the 1970s, when the oil prices rose steeply and inflation was in double-digits, the Lesser Developed Countries (LDCs) experienced difficulties in fulfilling their external debt obligations. This led to the Debt Trap of the Latin American economies in the late 1970s, particularly Argentina and Brazil, which, in turn, led to a chain of defaults. In 1982, the Mexican government declared a freeze on its interest payments and the multinational banks (both US and European) were left with a large number of non-performing assets. This crisis led to a new opportunity, the US and European banks started swapping their nonperforming loans which got established as a systematic market. The outcome of this was the Brady Plan where bonds were issued by the less developed countries as tradable securities backed by specific assets and cash flows. Banks were, thus, able to convert their outstanding LDC loans into Brady bonds, which were tradable instruments.
In the 1990s, the world economy experienced a major shift. The liberalized markets in China, India and Southeast Asia were rapidly evolving into highgrowth, affluent economies. Portfolio capital flowed away from the developed countries into these rapidly evolving economies which were renamed as the emerging economies.
However, the market growth outpaced the implementation of a sound legal and economic infrastructure. Financial fragility and weak banking systems made these countries susceptible to external shocks. In 1997, the Thai Baht depreciated by more than half; the Korean Won followed with a 70% plunge. The swinging currencies and market uncertainties led to huge capital flight which, in turn, led to a plunge in the stock market and local bonds. This was not limited to Asia. The ripples of this crisis were felt across Eastern Europe and Latin America, as investors started bailing out their assets/holdings from the emerging markets. There was massive global financial meltdown. The Asian crises, in stark contrast to those of Latin America in the early 1980s, were the result of private and investment-related problems, instead of public and consumption-related difficulties.
After the crises of the 1980s and 1990s, the Greek crisis began in the 2000's. Greece has been going through a financial meltdown for years. In 2001, Greece was given a chance to join the Eurozone and enjoy similar legitimacy in global markets as countries like Germany. To do so, Greece falsified its government expenditure data. Once it was able to join the Eurozone, the country started overspending.
Greece became the epicenter of Europe's debt crisis after the Global Financial Crisis in 2008. With global financial markets in turmoil, Greece announced in October 2009 that it had been understating its deficit figures for years, raising alarms about the soundness of Greek finances. Suddenly, Greece was shut out from borrowing in the financial markets. By the spring of 2010, it was veering toward bankruptcy, and had set off a new financial crisis.
The ongoing European Sovereign-Debt Crisis has brought to the forefront the dangers of high levels of sovereign debt. The Greek case is, indeed, peculiar, with serious under-reporting and deliberate falsification of economic data on the part of the Greek government. However, this may actually just be the tip of the iceberg. Several economies have experienced increased debt exposure with the global financial crisis of 2008, and the 'PIGS' (Portugal/Ireland/Greece/ Spain) may not be the only economies in distress.
Methodology
The objective of the study was to assess the trends in gross external debt of developing economies region-wise. The variables considered were gross external debt, public and public guaranteed (PPG) external debt, short-term (ST) external debt, and variable rate (VR) external debt. According to the International Monetary Fund (IMF), "gross external debt is the amount, at any given time, of disbursed and outstanding contractual liabilities of residents of a country to nonresidents to repay principal, with or without interest, or to pay interest, with or without principal". The percentage of public and public guaranteed external debt represents the exposure of the economy to sovereign-debt default risk. The percentage of short-term external debt represents the exposure of the economy to liquidity risk. The percentage of variable rate external debt represents the exposure of the economy to interest rate risk. The sustainability of external debt and its components was examined by considering the ratios of the variables to the gross domestic product (GDP).
The trends in the variables were examined through time series methods. Growth rates were calculated by regressing the logarithms of the focus variables on the year variable, and including a dummy for post-crisis years in order to test for difference in growth rates pre-and post-crisis. The determinants of external debt and its components were examined using fixed-effects panel regression, with regions as the fixed factors, and GDP and net FDI inflows as the covariates.
Analysis
The region-wise break-up of the gross external debt and the percentage of public and public guaranteed, short-term, and variable rateexternal debt in developing economies are presented in Tables 1-4 and Figures 1-4 below. Note: F Stat = 48.1214, p = 0.0000 for difference between regions, controlling for years.
Fig. 1. Trends in total gross external debt region-wise
The gross external debt of developing economies in the East Asia & Pacific region has consistently been the highest among the regions, and has trebled in the last ten years; that of Latin America & Caribbean developing economies ranks second highest, and has doubled in the last five years. Another disturbing trend is that of Europe & Central Asia, for which the gross external debt has also trebled in the last ten years. Note: F Stat = 106.9737, p = 0.0000 for difference between regions, controlling for years.
Fig. 2. Trends in PPG external debt as a percentage of total gross external debt region-wise
There has been a trend decline in the public and public guaranteed external debt as a percentage of total gross external debt across all the regions. The percentage of public and public guaranteed external debt is highest for Middle East & North Africa region, followed by the Sub-Saharan Africa region, suggesting the possibility of sovereign debt risk. On the other hand, the percentage of public and public guaranteed external debt has declined by more than two-and-ahalf times in the Europe & Central Asia region. Note: F Stat = 37.2136, p = 0.0000 for difference between regions, controlling for years. Note: F Stat = 74.1795, p = 0.0000 for difference between regions, controlling for years.
Fig. 4. Trends in VR external debt as a percentage of total gross external debt region-wise
The variable-rate external debt as a percentage of total gross external debt has shown very diverse trends across the regions. The percentage of variable rate external debt for Latin America & Caribbean region has been consistently highest among the regions, followed by that for the Europe & Central Asia region, reaching close to 60% in recent years, suggesting the possibility of interest rate risk. Also, the percentage of variable rate external debt for South Asia has increased by two-and-a-half times over the last fifteen years, crossing 50% in recent years, again suggesting the possibility of interest rate risk. On the other hand, the Middle East & North Africa region has consistently had the least percentage of variable rate external debt, at around 20%. The growth of external debt seems to have accelerated particularly in the postcrisis period. The growth rates are presented in Table  5 below. The region-wise ratio of the total gross external debt, public and public guaranteed external debt, short-term external debt, and variable rate external debt to gross domestic product (GDP) in developing economies are presented in Tables 6-9 and Figures 5-8 below. Note: F Stat = 29.5263, p = 0.0000 for difference between regions, controlling for years. Note: F Stat = 36.1656, p = 0.0000 for difference between regions, controlling for years.
Fig. 6. Trends in PPG external debt to GDP region-wise
The ratio of public and public guaranteed external debt to GDP has consistently decreased across all of the regions, suggesting that the risk of sovereign-debt default has decreased overall at a regional level. The PPG external debt-GDP ratio for Sub-Saharan Africa region has decreased from the 50% level to about 15% in recent years. South Asia has consistently had the least PPG external debt-GDP ratio, reaching below 5% in recent years, possibly indicating the least risk of sovereign-debt default at a regional level. Note: F Stat = 33.5298, p = 0.0000 for difference between regions, controlling for years.
Fig. 7. Trends in ST external debt to GDP region-wise
The short-term external debt-GDP ratio has shown very diverse trends across the regions. Europe & Central Asia has experienced a trend increase in the short-term external debt-GDP ratio, reaching about 12% in recent years, consistently highest among the regions, suggesting a higher possibility of liquidity risk at a regional level. Sub-Saharan Africa has reduced its short-term external debt-GDP ratio from above 12% to about 3%. South Asia had a consistently low level of short-term external debt-GDP ratio until recent years. Middle East & North Africa has the least short-term external debt-GDP ratio in recent years, suggesting a lower possibility of liquidity risk at a regional level. F Stat = 50.2091, p = 0.0000 for difference between regions, controlling for years.
Fig. 8. Trends in VR external debt to GDP region-wise
The variable rate external debt-GDP ratio has been relatively stable between 5% and 15% across the regions, except for Europe & Central Asia region. The variable rate external debt-GDP ratio for Europe & Central Asia has doubled over the last twenty years, crossing 30% in recent years, suggesting a higher possibility of interest rate risk at a regional level. On the other hand, the Middle East& North Africa and East Asia & Pacific regions have the least variable rate external debt-GDP ratio in recent years, suggesting a lower possibility of interest rate risk at a regional level.
The results of the fixed-effects panel regression for logarithm of gross external debt, logarithm of public and public guaranteed external debt, logarithm of short-term external debt, and logarithm of variable rate external debt are presented in Table 10 below. Note: a. This parameter is set to zero, because it is redundant.
All of the regressions were statistically significant, explaining at least 85% of the variation in the logarithm of gross external debt and its components. Further, there were significant differences in the logarithm of gross external debt and its components between the regions. was significant positive trend in public and public guaranteed external debt, and significant negative trend in short-term external debt.
Further, GDP was significantly positively related with gross external debt and short-term external debt; while net FDI inflows was significantly positively related with short-term external debt and significantly negatively related with public and public guaranteed external debt. Thus, economic growth plays a driving role in the growth of external debt, particularly short-term external debt, and FDI inflows also stimulate short-term external debt, but have a substitution effect on public and public guaranteed external debt.
The results of the fixed-effects panel regression for public and public guaranteed external debt as a percentage of gross external debt, short-term external debtas a percentage of gross external debt, and variable rate external debt as a percentage of gross external debt are presented in Table 11 below. Further, GDP was significantly positively related with the percentage of short-term external debt and significantly negatively related with the percentage of public and public guaranteed external debt; while net FDI inflows was significantly positively related with public and public guaranteed. Thus, economic growth also seems to play a substitution role for public and public guaranteed external debt.
The results of the fixed-effects panel regression for the ratios of gross external debt to GDP, public and public guaranteed external debt to GDP, short-term external debt to GDP, and variable rate external debt to GDP are presented in Table 12 below. Note: a. This parameter is set to zero, because it is redundant.
All of the regressions were statistically significant, explaining at least 65% of the variation in the ratios of gross external debt and its components to GDP. Further, there were significant differences in the ratios of gross external debt and its components to GDP between the regions. Further, GDP was significantly negatively related with the ratios of gross external debt, public and public guaranteed external debt, and variable rate external debt to GDP; while net FDI inflows was significantly negatively related with the ratio of public and public guaranteed external debt to GDP. Thus, there is a negative size effect on the ratio of external debt to GDP, i.e., regions with higher economic growth tend to attempt to reduce their external debt in relation to their GDP. Again, FDI inflows had a substitution effect on public and public guaranteed external debt.
Discussion
The results if the study indicates some regional imbalances in external debt, which may increase the risk of sovereign-debt default.
East Asia & Pacific region was found to have a high level of gross external debt and a high percentage of short-term external debt, which suggests higher liquidity risk, as compared to other regions.
Europe & Central Asia region was found to have a high level of gross external debt, a high gross external debt growth rate, a high percentage of variable rate external debt, a high ratio of short-term external debt relative to GDP, and a high ratio of variable rate external debt relative to GDP. This may be a reflection of the ongoing European Sovereign Debt Crisis, with the Greek economy in particular being forced to take rescue packages under increasingly stringent conditions.
Latin America & Caribbean region was found to have a high level of gross external debt and a high percentage of variable rate external debt, which suggests higher interest rate risk, as compared to other regions.
Middle East & North Africa region was found to have a high percentage of public and public guaranteed external debt, which suggests higher sovereign-debt default risk, as compared to other regions.
South Asia was found to have a high gross external debt growth rate, a high public and public guaranteed external debt growth rate, a high shortterm external debt growth rate, and a high variable rate external debt growth rate in the post-crisis period. Thus, the region seems to have been most adversely affected by the Global Financial Crisis, as compared to other regions.
Sub-Saharan Africa region was found to have a high percentage of public and public guaranteed external debt and a high variable rate external debt growth rate in the post-crisis period, which suggests higher sovereign-debt default risk and interest rate risk, as compared to other regions.
Thus, each of the regions has some specific types of risk. The individual developing economies in the regions need to be examined carefully to isolate their contribution to regional sovereign-debt default risk.
The determinants of external debt and its components also need to be analyzed further. Though GDP and FDI were found to play a significant role in supporting external debt, and in particular in reducing public and public guaranteed external debt, other macroeconomic variables such as balance of payments would also be expected to play a role. Also, this would need to be analyzed at different levels. Thus, there is great scope for extending the study further.
